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Conditions Precedent to Suit in 
Federal Tax Cases 


By WALTER E. BaRTON* 


HIS brief discussion will cover the es- 
sential steps which must be taken by a 
taxpayer preliminary to filing suit in 
court for the recovery 
of Federal taxes alleged 
to have been illegally 
assessed and 
These requirements con- 
stitute the conditions 
upon which the United 
States consent to be sued, 
or that the collector be 
sued.* For this reason 
it is necessary for a tax- 
payer to comply with the 
letter of the law, if he 
proposes to go to court. 
In this connection it is 
well to keep in mind the 
admonition of Mr. Jus- 
tice Holmes: “Men must 
turn square corners when 


they deal with the Government.” This lan- 


guage was used in a decision in which the 
Supreme .Court refused to consider certain 
questions raised by a taxpayer, because the 
latter failed to comply with one of these pre- 
liminary requirements.* 

1 King County Savings Institution v. Blair, 116 U. 
S. 200. 

2 Rock Island, Ark. and La. R. R. Co. v. United 
States, 254 U. S. 141. 


*Of the Washington, D. C., Bar, Co-author of Barton and 
Browning’s “Federal Income Tax Laws, Correlated and Annotated.” 


catiecend y dale article treats of some of the 
legal factors that any taxpayer at 
some time may find it expedient to 
consider. Under what circumstances 
can the Government be restrained 
from collecting assessments? What, 
if any, advantage accrues from pay- 
ing under protest taxes believed to 
be inequitable or illegal? When may 
suits properly be filed? Information 
bearing upon these and other ques- 
tions 1s submitted by the author. 





Seetion 3224, Revised Statutes, provides: 

“No suit for the purpose of restraining the assessment 
or collection of any tax shall be maintained in any court.” 

The purpose of this 
section is to prohibit in- 
terference with the or- 
derly collection of rev- 
enue. The courts hold 
that it means what it says. 
They refuse, therefore, to 
entertain a suit to restrain 
the assessment or collec- 
tion of any tax.* 

This statute, however, 
does not prohibit a suit 
to restrain the assessment 
or collection of a penalty 
which is imposed with- 
out notice or hearing, as 
punishment for an al- 
leged criminal offense.‘ 
It does not prohibit a 
stockholder’s bill against a corporation’ or 
as beneficiary’s bill against a trustee,® to re- 
strain the voluntary payment of a tax. 


8 Graham v. du Pont, 67 L. Ed. 653. 

* Lipke v. Lederer, 259 U. S. 557; Regal Drug 
Corp. v. Wardell, 67 L. Ed. 159. But distinguish ‘the 
case of a penalty which is added as a part of, and col- 
lectible at the same time, and in the same manner as, 
the tax. Kolhammer v. Smietanka, 239 Fed. 408. 

5 Brushaber v. U. P. R. R. Co., 240 U. S. 1; Stanton 
v. Baltic Mining Co., 240 U. S. 103. 

® Weeks v. Sibley, 269 Fed. 155. 








The cases cited in the preceding paragraph 
may appear to be in conflict with this section. 
In reality they are not. Restraining the as- 
sessment or collection of a penalty which is 
attempted to be imposed without notice or 
hearing as punishment for an alleged criminal 
offense is not equivalent to restraining the as- 
sessment or collection of a tax. Restraining 
the voluntary payment of a tax is not tant- 
amount to restraining the assessment or collec- 
tion of a tax. A stockholder’s bill and a bene- 
ficiary’s bill are filed against taxpayers, 
whereas the aforesaid statute contemplates a 
suit against an officer of the United States 
Government. 


A bill for mandamus was recently filed by 
a taxpayer against the Commissioner of In- 
ternal Revenue to compel the latter to accept 
amended returns on a calendar year basis. The 
corporation filed original returns on a fiscal 
year basis. Mandamus was refused.’ 


Appeal May Be Sustained 


The Court did not give specific reasons for 
the decision. Counsel for the Government 
argued that the suit sought to review a decision 
of the Commissioner of Internal Revenue, 
which involved judgment and discretion; that 
a decision of the Commissioner of Internal 
Revenue involving judgment and discretion 
was not reviewable in any court; that the 
United States was an indispensable party and 
had not consented to be sued in that form of 
action; that the taxpayer elected in the first 
instance to file original returns on a fiscal year 
basis; and that the taxpayer was guilty of gross 
laches. 


In my opinion the Supreme Court will sus- 
tain the lower court on appeal for the follow- 
ing reason: 

A decision of the Commissioner of Internal 
Revenue denying a taxpayer the right to file 
amended returns is a decision involving judg- 
ment and discretion. The law is well settled 
that mandamus will not lie against Govern- 
ment officials where the act sought to be re- 
viewed involves judgment and discretion.*® 


7 Greylock Mills v. Blair, Com., Sup. Ct. of the 
District of Columbia, decided June 11, 1923. 

8 Marbury v. Madison, 1 Cranch 137; U. S. ex rel. 
Dunlap v. Black, 128 U. S. 40. 
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Inasmuch as mandamus or injunction will 
not lie against officials of the Treasury De- 
partment, it is necessary that Federal taxes 
be paid on notice and demand from the col- 
lector. Suit for the recovery thereof is the 
proper procedure to contest the rulings of 
these officials. . 

An action for the recovery of taxes illegally 
assessed and collected is not maintainable if 
the payment is voluntary. The theory is that 
the construction of the law is open to both 
parties and that each is presumed to know the 
law.’ If the courts should take cognizance of 
suits brought to undo all that is done volun- 
tarily, there would be no end of litigation. 
Hence, parties entering into voluntary ar- 
rangements have no redress in the courts. 


Whether a payment is voluntary or involun- 
tary is a question of fact for each individual 
case..° A payment is voluntary unless it is 
made under protest and under circumstances 
amounting to coercion and duress.** Payment 
under protest alone does not render a payment 
involuntary, where the circumstances under 
which the payment is made do not amount to 
coercion or duress.** Furthermore, a payment 
might be made under coercion or duress, and 
still the taxpayer would not be entitled to 
bring suit unless he also made the payment 
under protest. 


Payment under protest indicates that the 
taxpayer does not submit voluntarily to the 
illegal exaction., It notifies the Government 


of his attitude with respect to the payment. A ° 


protest need not give detailed reasons** or 
be in writing.** 

It has been held by a lower court that Sec- 
tion 252 of the Revenue Act of 1918 obviates 
the necessity for protest.*° This is not the 
law, however. Section 252 pertains only to 
refunds or credits by the Commissioner in- 
cident to the audit of returns. It does not con- 
template a suit. 

The Court in this case also held that even if 
protest were necessary, the computation of the 





® Elliott v. Swartout, 10 Pet. 150. 

1° Johnson v. Johnson, 231 Fed. 269. 

‘1 Drexel Furniture Co. v. Bailey, 276 Fed. 452; Fox 
v. Edwards, 280 Fed. 413; Proctor & Gamble Co. v. 
U. S., 281 F. 1014. 

12U, P. R. R. Co. v. Dodge Co., 98 U. S. 541; 
Chesebrough v. U. S., 192 U. S. 254. 

18 Harold v. Kahn, 147 Fed. 575; Stewart v. Barnes, 
153 U. S. 455. 

14 Wright v. Blakeslee, 101 U. S. 174. 

'S Greenport Basin v. U. S., 269 Fed. 58. 
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tax under compulsion of the regulations and 
the filing of a claim for abatement prior to 
payment complied with every requisite of a 
The Supreme Court 
did not pass upon the latter point on appeal. 
It is doubtful. whether the Supreme Court 
would hold that payment under such circum- 
stances constitutes payment under protest. 

What circumstances constitute coercion or 
duress? 

“To constitute a coercion or duress which will be 
required as sufficient to make a payment involuntary, there 
must be some action or threatened exercise of power 
possessed or believed to be possessed by the pariy exacting 
or receiving the payment over the person or property of 
another, from which the latter has no other’ means of 
immediate relief than by making payment.” *° 

In general it may be said that payment of 
a tax is involuntary, if made under protest, 
after notice and demand by the collector 
threatening penalties and interest for non-pay- 
ment, and with knowledge that non-payment 
will result in distraint and sale of the tax- 
payer’s property. These circumstances are 
sufficient to influence the apprehensions and 
conduct of a prudent business man, and “pay- 
ment of money wrongfully induced thereby 
ought not to be regarded as voluntary.” ** 


Claim for Credit or Refund Must Be Filed 
Before Suit 


Section 3226, R.S., provides: 


“No suit or proceeding shall be maintained in any 
court for the recovery of any internal revenue tax al- 
leged to have been erroneously or illegally assessed or 
collected, or of any penalty claimed to have been collected 
without authority, or of any sum alleged to have been 
excessive or in any manner wrongfully collected until a 
claim for refund or credit has been duly filed with the 
Commissioner of Internal Revenue, according to the pro- 
visions of law in that regard, and ‘the regulations of the 
Secretary of the Treasury established in pursuance thereof. 
* * * #718 


A claim for credit or refund should be very 
carefully prepared. All questions should be 
included therein which the taxpayer proposes 
to raise in court.*® The filing of a claim for 
abatement after assessment does not satisfy the 
requirement that a claim for refund or credit 
be filed after payment even though all ques- 
tions are raised in the claim for abatement 





16 Radisch v. Hutchins, 95 U. S. 210; Chesebrough 
v. United States, 192 U. S. 254. 

17 Cambria Steel Co. v. McCoach, 225 Fed. 278. 

18 The remainder of this section is quoted hereinafter. 
19 Kemper Military Institute v. Crutchley, 274 Fed. 
125. 

20 R. I., Ark. and La. R. R. Co. v. U. S., 254 U. S. 141. 
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which would be raised in the claim for refund 
or credit.”° 

In the case last cited it was argued by coun- 
sel for the taxpayer that it would be a useless 
proceeding to require the filing of a claim for 
refund or credit in which would be raised the 
identical questions which had been raised in 
the claim for abatement, and which had al- 
ready been disallowed by the Commissioner. 
The court intimated that it was entirely pos- 
sible that the officials who rejected the claim 
for abatement might change their decision 
when the claim for credit or refund came be- 
fore them for consideration, or that the claim 
for credit or refund might be passed upon by 
entirely different officials. In any event it wis 
held that the statute required the filing o: a 
claim for credit or refund, and that the filing 
of such a claim, regardless of any other reason, 
was necessary before suit. 


Claim for Credit or Refund Must Be Filed 
Within Statutory Period 


According to Section 3226, R. S., supra, it 
is necessary that the claim for credit or refund 
be filed “according to the provisions of law 
in that regard.” 

The law requires in the case of income taxes 
that a claim for refund or credit be filed either 

(1) within five years from the date when 
the return was due; ** or 

(2) before the expiration of two years 
from the time the tax was paid.” 

In the case of other classes of taxes, it is 
necessary that a claim for refund or credit be 


filed within four years after payment of the 
a 


Time Within Which Suit Must Be Filed 
The remaining portion of Section 3226, R. 


S., quoted in part above, is as follows: 
“No such suit or proceeding shall be begun before 


‘the expiration of six months from the date of filing such 


claim unless the Commissioner renders a decision thereon 

within that time, nor after the expiration of five years 

from the date of the payment of such tax, penalty or 
(Continued on page 23) 

21 Six years are allowed in the case of claims covering 
the taxable year 1917, provided the taxpayer within five 
years from the time the return was due for said year, 
filed a waiver of his right to have the taxes due for such 
taxable year determined and assessed within five years 
after the return was filed. 

22 Sec. 252 of the Revenue Act of 1921. 

23 Sec. 3228, R. S. 





IPS on the stock market through under- 
ground channels have been generally dis- 
regarded by business men, but tips on 
how to save taxes, coming from John Jones 
who recently saw the Third Secretary of the 
Treasury or who knows 
- the president of a cor- 
poration in which the 
brother of the Secretary 
of the Treasury is a stock- 
holder, seem to be quite 
in vogue. We do not hear 
so much of stock divi- 
dends now, but last fall 
“melon cutting” came to 
be monotonous reading. 
The manufacturer, who 
never suspected that there 
was such a magical de- 
vice as a “stock dividend” 
to satisfy stockholders 
and the government alike, 
was induced to put in or- 
ders for stock certificates, 
so that it began to appear 
as though thjs was a 
scheme on the part of 
bank note companies to 
increase their prosperity. 
If there are ways to reduce income taxes 
which may legally and safely be used, it is 
only fair that they be given publicity so that 
there may be a minimum of discrimination in 
favor of a few that come into possession of 
knowledge of tax minimizing possibilities. 
Only in this way will taxpayers be put on a 
parity and corrective measures be hastened to 
stop any tax reducing expedients that may be 
found to be in conflict with the spirit of the 
law and the general public interest. 
It is easy for the tax adviser to tell his 
client how to reduce his taxes if no weight 
is given to the amount of the income of the 


* Of the Chicago Bar. 


finely drawn. 


make correction. 








Investment Advantages in the Light 
of the Income Tax Law 


By W. D. FREYBURGER* 























HE division line between eva- 

ston of taxes, which implies some 
fraud upon the revenue, and tax 
avoidance, the expedient of lawfully 
reducing taxes toa minimum, is often 
There are, however, 
many tax-saving devices which are 
legally beyond reproach. To the ex- 
tent, as the author notes, that they are 
not universally known they operate 
as a discrimination in favor of the 
few who of their own knowledge, or 
because of ability to retain expert 
counsel, take advantage of all pos- 
stbilities of minimizing taxes. If 
legal ways to reduce taxes are in con- 
flict with good public policy or fiscal 
needs, it 1s the duty of legislators to 


particular client and if careful consideration 
is not given to the possibility that the loss in 
income may outweigh the advantage to be 
gained from a reduced tax liability. What 
is advantageous in one case may not be in 
another. The amount of 
income received will de- 
termine the special ad- 
vantage that may be ex- 
pected from the various 
means of avoiding a max- 
imum tax. With refer- 
ence to investments, the 
tax adviser might make 
the following sugges- 
tions: 

(1) Tax-exempt secu- 
rities may be advanta- 
geous. There aré some- 
thing like$15,000,000,000 
of them outstanding, and 
considering their secu- 
rity, they are not selling 
high. If a man has an 
income of $60,000, he 
would be compelled to 
find an investment yield- 
ing 7 per cent before 
taxes to make net after 
taxes equal to a 414 per cent municipal bond. 
If we assume that the rate on an absolute 
secure investment is 5 per cent, any man with 
an income of over $12,000 would benefit by 
investing in a 4% per cent equally secure 
municipal bond. 


(2) Preferred stocks rather than bonds 
may be bought, a higher yield secured, and 
the normal tax saved. Assuming that the tax- 
payer’s income is more than $4,000, a bond 
should yield 7.6 per cent before taxes to net 
the same amount as a 7 per cent preferred 
stock. 
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(3) If immediate income is not important, 
non-dividend stocks are of advantage. As an 
illustration, Southern Railway common is to 
be preferred to Atchison, as the former is earn- 
ing more on the market value of its shares, and 
paying no dividends. 


(4) If the taxpayer is insurable, he is an: 


excellent prospect for the insurance agent. 
This may account for the prosperity of the in- 
surance companies and their large army of 
solicitors. If the insurance is collectible after 
death, there is no tax on the profit, and if col- 
lected during life, there is no tax until the 
amount received begins to exceed the amount 
of premiums paid. 


(5) A revocable trust may be of advantage 
in certain cases. If a legal and valid trust is 


created, the creator may divide the income - 


from what was formerly his property, among 
several individuals, and he will then pay 
taxes only upon that portion of the income 
which is payable to him. He may make 
changes in the list of beneficiaries at any time, 
and also revoke the whole trust. Of course, 
to be legal, title must vest in the trustee, and 
the beneficiaries must receive the income as 
their own, without any strings tied to it. Trust 
companies seem to be advertising living trusts 
considerably, and the advantage in tax saving 
may have something to do with it. 


(6) The “Own Your Home” movement is 
also helped by the tax laws. The renter can 
not deduct the rent paid for his residence. But 
if he sells bonds which he may hold and buys 
a home, he will save the taxes he paid on the 
interest he received, and in addition be able 
to deduct property taxes and interest on a 
mortgage, if carried. 


The tax adviser is also useful in any of the 
following circumstances: Where a sale of 
property is contemplated that would show a 
gain; where there is under discussion the rela- 
tive advantages of various forms of organi- 
zation, such as partnerships, trusts, and cor- 
porations; where a reorganization or merger 
of corporations is contemplated; where large 
expenditures are involved, which may or may 
not be deductible in income tax returns. 


Unfortunately, the tax adviser is not infal- 
lible.. Even though he interprets correctly the 
present law and the construction placed upon 
it by the Treasury Department, a retroactive 


THE NATIONAL INCOME TAX MAGAZINE 9 


law may bé passed, such. as the one passed 
March 4th last, taxing a profit resulting from 
an exchange of securities for other securities, 
and made retroactive to January Ist. So he 
must have some sense of political tendencies 
and must weigh the probabilities as to future 
tax legislation. He should also have some 
advice as to the questions which are before the 
courts for decision, that may possibly cause 
changes in the regulations. 


There are several features of the present 
law of advantage to taxpayers which may be 
changed in another year, and which should 
be given some consideration by taxpayers, with 
reference to contemplated action. 


(1) The maximum tax of 12% per cent on 
capital net gains, which is a big help to tax- 
payers of large incomes who have held prop- 
erty for several years. 


(2) Reorganizations of corporations may 
be effected without any tax liability where 
there is no cash received by stockholders, and 
the corporation may be benefited by saving 
itself from a possible tax on surpluses, secure 
a more advantageous basis for depreciation 
and depletion deductions, and secure the other 
advantages which a reorganization may effect 
in the particular case. 


(3) The regulations now permit sales of 
real estate on the installment plan, which may 
reduce the taxable income for any one year. 
Profits may also be deferred by making a con- 
tract for the sale of property in the future. 


Discrimination Necessary 


The taxpayer, who has been reading more 
or less carelessly the printed matter which 
bankers and accountants have so generously 
mailed him during the past ten years, may con- 
sider that he is pretty well versed in the in- 
come tax law, and may undertake to save him- 
self taxes in one of the following ways, with 
more or less disastrous consequences: (1) De- 
claring stock dividends to save taxes on cor- 
porate surpluses, (2) Exchanging real estate 
for what he thinks is real estate, but which in 
law is considered personal property, as land 
exchanged for a note secured by a mortgage; 
(3) Exchanging stock for stock, not knowing 
that the law was amended March 4th; (4) 
Taking the following unallowable deduc- 
tions: (a) charging to repairs what should be 

(Continued on page 20) 








Special Depreciation Considerations 
Affecting Corporation Income 


By Harry Harper, M. A., C. P. A.* 


, | ‘HERE has been so much written in re- 
cent years on depreciation that the writer 
hesitates to further consider this subject; 

nevertheless, a recent change in the attitude of 

many auditors in the Internal Revenue De- 
partment toward a phase of the topic justifies 
attention being called to it. 

That “there is no warrant for reducing 
earned surplus because of alleged failure to 
charge off sufficient depreciation in the past, 
unless the depreciable assets of the corporation 
are valued on its books at the beginning of the 
taxable year at an amount in excess of their 
sound value at that time” was the decision of 
the Committee on Appeals and Review made 
July 6, 1921. 

“Sound Value” means, “original cost” (or 
value as of March 1, 1913, if applicable), in- 
cluding additions and betterments charged to 
capital account, less depreciation sustained. 


Agents Use Old Method 


Today, many examining agents, as well as 
many membess of the Income Tax Unit in 
Washington, are making calculations for de- 
preciation by the same theoretical method 
which was followed in 1920 and prior years. 
This means that the memorandum of the Com- 
mittee on Appeals and Review which was 
promulgated in July, 1921, reversing the 
former procedure, is not being followed today 
by many auditors in the Income Tax Unit. 

This question is of vital concern to most 
corporate taxpayers because, by arbitrarily re- 
ducing a corporation’s invested capital and re- 
ducing depreciation deductions, normal and 
excess profits taxes have been increased. 

There are two ways of taking care of this 
loss out of income. 

A. (1) By charging off depreciation each 

year. 


*Member of the firm of Harry Harper, McCracken & Co., 
Chicago, 111. 
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(2) Charging renewals, replacements 
and additions, either to the asset 
account or against the Deprecia- 
tion Reserve. 

Charging off no depreciation each 
year. 

(2) But charging all renewals, re- 
placements, and additions to ex- 
pense, not to the Asset Account or 
Depreciation Reserve. 

Either way has the effect of reducing the 
amount added during the year to earned sur- 
plus. The books of many corporations which 
followed method A, are no more accurate than 
the books of corporations which followed 
method B. 


B. (1) 


Corporation “C” 
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In Corporation “C” method A was fol- 
lowed. (1) depreciation of $1,000 each year 
was credited to the asset account and charged 
against Income or Surplus. (2) Renewals, 
replacements and additions of $1,000 each 
year were charged or added to the asset ac- 
count. 


In Corporation “D” method B was fol- 
lowed. (1) No depreciation was charged off. 
(2) Renewals, replacements, and additions of 
$1,000 each year were charged against Income 
or Surplus. The balance of the asset account 
of each corporation would be the same and 
both methods produce the same results for 
purposes of invested capital. 


The reasoning followed by many Revenue 
Agents and members of the Income Tax Unit 
is faulty. They assume that because a cor- 
poration’s books fail to show that any depre- 
ciation has been taken, or but very little, let 
us say prior to 1917, that exhaustion and de- 
preciation of property has taken place and 
therefore earned surplus must be reduced. 
However, depreciation in early years may 
have been off-set by capital charges to ex- 
pense, as is illustrated by Corporation “D” 
(above). If such a statement or claim is made 
by a taxpayer, the Income Tax Unit generally 
demands proof that capital items have been 
charged to expense, and if the taxpayer is un- 
able to produce such proof, the Unit in many 
cases proceeds to reduce the earned surplus 
by deducting depreciation for prior years. 


It is true that no one method of computing 
depreciation can be followed in all cases and 
at the same time deal with each case fairly. 
Nevertheless, any law or ruling of the Internal 
Revenue Department which is general in its 
application should not work a hardship on 
many innocent taxpayers merely for the pur- 
pose of catching a few guilty ones. 


If the corporation makes a claim to have its 
surplus increased by restoring additions to 
plant, which it claims to have charged to ex- 
pense, the Department demands proof, not 
mere statements. The Income Tax Unit de- 
mands proof that actual additions which were 
charged to expense in early years are in use 
by the taxpayer during the year when it in- 
tends to make the restoration to surplus. 
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On the ather hand, if the taxpayer’s books 
show that it took but very little depreciation in 
early years, many agents and members of the 
Income Tax Unit attempt to reduce earned 
surplus without proving that their action is 
correct. The fact that the books fail to show 
but very little depreciation in early years does 
not prove that depreciation has not been taken 
care of in some other manner. 


The taxpayer has the same right as the In- 
ternal Revenue Department when it comes to 
a question of making changes in surplus. It 
is necessary for the Department to prove by 
affirmative evidence, not by means of a theo- 
retical calculation, that their action is justified 
if they intend to reduce a taxpayer’s surplus 
by charging off additional depreciation for 
early years. 


Proof Is Difficult 


If the revenue agent attempts to prove his 
contention that capital items were not charged 
to expense, he is confronted with the fact that 
all invoices of property purchased cannot be 
found, and, in fact, very few of such invoices 
can be found in the average plant, because 
most of them have been destroyed prior to the 
passage of the excess profits tax law. Further- 
more, machines may have been remodeled, ad- 
ditions to plant may have been made by the 
taxpayer’s own employes, and all such charges, 
material and labor, were made directly to ex- 
pense. Therefore, no one can be sure of the 
exact facts. 


The following quotation taken from an 
office decision, signed by the Commissioner of 
Internal Revenue, which has been incorpo- 
rated in Regulations 62, clearly sets forth the 
correct attitude which should be taken in the 
handling of all cases where the question of 
how depreciation in prior years should affect 
a corporation’s invested capital. 


“A presumption should always exist that a taxpayer’s 
books of account reflect actual facts. The burden of 
proof is upon anyone who attempts to impugn the cor- 
rectness of the books of account—upon the government 
if it seeks to reduce the surplus account by charging off 
depreciation and depletion which have not been claimed 
by the taxpayer, and upon the taxpayer when he claims 
too much depreciation and depletion have been charged 
off in prior, years.” 








HE questions which have arisen on the 

subject of taxation of sales and exchanges 

of property have centered upon the con- 
sideration of whether or not gains on capital 
investments are, under the Sixteenth Amend- 
ment, properly taxable at all, and the valua- 
tions to be taken for computation of gains or 
losses. 

That there is no con- 
flict with the Sixteenth 
Amendment in taxing 
capital increases when 
realized was established 
first by inference on 
March 8, 1920, in Eisner 
vs. Macomber (252 U. 
S. 189), when the court 
said : “Income may be de- 
fined as a gain derived 
from capital, from labor 
or both combined, pro- 
vided it is understood to 
include profit gained 
through sale or conver- 
sion of capital assets,” 
and more specially on 
March 28, 1921, in Mer- 
chants Loan & Trust 
Company vs. Smietanka 
(255 U. S. 509). There 
is then no further basis for questioning the 
legality of taxation of gains from property 
considered as capital. 

The general rule governing in the case of 
property sales and transfers is that taxable 
income is realized when the readily realizable 
market value of the property received exceeds 
the cost (less depreciation which has been 
sustained to the date of sale) or, in case title 
to the property was acquired before March 
1, 1913, the value at that date as adjusted 
for depreciation. Under the 1918 law the 
practice was to compute as income the excess 
of the selling price over that. at March 1, 
1913, regardless of whether the increase rep- 
resented realized gain over cost. A modifi- 


turns. 





The Taxability of Property Sales 
and Exchanges 


By Eric G. LEANDER 


HIS is the first of a series of 
seven articles covering the Fed- 
eral income tax laws and regulations 
together with the preparation of re- 


These are designed not to be dis- 
cussions of taxation principles, nor 


criticisms, constructive or otherwise, 
of existing tax laws, but will be a 
review of current tax regulations. 
The treatment will be broad enough 
so as to make the series of vttal in- 
terest and benefit to all taxpayers, 
whether large or small. 





cation of prior practice was given March l, 
1913, valuations on March 28, 1921, by the 
decision of the Supreme Court in Goodrich 
vs. Edwards (255 U. S. 527) in which the 
Court said, “Where selling price is greater 
than March 1, 1913, value, and March 1, 1913, 
value is greater than cost price, the taxable 
gain is the excess of the selling price over 
March 1, 1913, value.” 
(Depreciation adjust- 
ments are taken to be im- 
plied.) 

“Where selling price 
is greater than March 1, 
1913, value, but less than 
cost, no taxable gain 
arises.” 

These principles for 
computing gain or loss 
are incorporated in the 
1921 Act. 

Losses are deductible 
only if the selling price 
is less than cost, adjusted 
for depreciation if depre- 
ciation is allowable. 

Where depreciated cost 
is not acceptable in cases 
of depreciable property 
and transactions on the 
open market have not occurred at or near 
March 1, 1913, it is usually necessary to prove 
property value as of that date by some other 
means than actual sales. Among the methods 
of establishing value which the Department 
has accepted in certain instances, either in 
combination or singly, are: appraisal, sale 
of similar property, capitalization of income, 
cost of reproduction, and book value. Value 
indicated by any of these methods is merely 
evidence of “market value” which is subject 
to approval by the Income Tax Unit. The 
general principle is that value is to be deter- 
mined upon the basis of the best evidence ob- 
tainable. 3 
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While the examples usually shown for com- 
puting gain or loss from the sale or exchange 
of property do not provide for depreciation 
or depletion, these factors are necessarily to 
be considered as is indicated by Article 1561 
of Regulations 62, which states that “in any 
case proper adjustments must be made in com- 
puting gain or loss from the sale or exchange 
of property for any depreciation or depletion 
sustained and allowable as a deduction in com- 
puting net income.” 


By way of example are given a few illus- 
trative computations of loss or gain on sales 
of property acquired before March 1, 1913, 
assuming it to be depreciable—that is prop- 
erty held exclusively for business or invest- 
ment purposes—but not subject to depletion. 
The life of the property in each case from date 
acquired is assumed to be 25 years. Life of 
property after March 1, 1913, is 22 years. 
Depreciation rate on March 1, 1913, value is 
taken at 4.545 per cent. 


Case I 

Somali purchased March 1, 1910, for 
$10,000 and which had a March 1, 1913, value 
of $15,000 was sold March 1, 1923, for $20,000. 
i ae ee ee re $20,000.00 
March 1, 1913, value. $15,000.00 
Less depreciation—10 

years @ 4.545% an- 

iter Seas. 6,817.50 8,182.50 

Taxable gain on the transaction .$11,817.50 

This computation is in accord with the rule 
that in the case of depreciable property ac- 
quired before March 1, 1913, when its fair 
market value as of that date, adjusted for de- 
preciation to date of sale, is in excess of cost 
with depreciation similarly taken into account, 
the taxable gain is the excess of .the amount 
realized therefore over such adjusted fair 
market value. 

Case IT 


_ Property purchased March 1, 1910 for 
$10,000 which had a fair market value at 
March 1, 1913, of $6,000, was sold March 1, 
1923, for $3,000. 


Ig ag IE pei aie Psa $3,000.00 
Fair market value March 

lie” ark ia yaaa $6,000.00 
Less depreciation...... 2,727.00 3,273.00 
Dietctible toeks oi... 4. 2k wk bei es $ 273.00 


The cost price in the above case adjusted 
for depreciation to date of sale would be $4,- 
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800, an amount greater than either depreciated 
March 1, 1913, value, or selling price. If the 
loss were computed on the basis of cost, it 
would be greater than $273.00, but loss at- 
tributable to years pot to March 1, 1913, is 
not deductible. 

The rule in this exeiaple is that if the selling 
price is less than the value at March 1, 1913, 
adjusted for depreciation to date of sale, and 
if the latter value is less than cost similarly 
adjusted, an allowable loss results to the ex- 
tent of the difference between the selling price 
and the depreciated March 1, 1913, value. 


Case III 


Property purchased March 1, 1910, for 
$14,000, which at March 1, 1913, had a fair 
market value of $30,000, was sold March 1, 
1923, for $15,000. 

See ee ae ee $15,000.00 
Rae $14,000.00 
Less depreciation on 

cost. l3 yrs. @4%. 7,280.00 6,720.00 

*Non-taxable pais... .......-0% $ 8,280.00 


* The gain all te in the period prior to March 1, 1913, 
hence is not taxable 


Comparing Selling Price With 
March I, 1913 Value 


ee ete: 2 ee a $15,000.00 
March 1, 1913, value. $30,000.00 

less depreciation to 

date of sale........ 13,635.00 _ 16,365.00 
*Non-deductible loss............ $ 1,365.00 


* There was no actual economic loss for selling price was 
greater than cost. 


The rule in the case abuv@ is that if the sell- 
ing price is less than the value at March 1, 
1913, but greater than cost, depreciation in 
each case considered, there is neither taxable 
gain nor deductible loss. 


Case IV 


Property which cost $10,000 on March 1, 
1910, and which had a fair market value of 
$3,000 at March 1, 1913, is sold for $4,000 on 
March 1, 1923. 

Geli PANO «5.52605» ices, Sisson oe $4,000.00 
Market value March 1, 

BID: Sicins v0: «ok ares $3,000.00 
Less depreciation to date 

5 SRBC 1,363.50 
*Profit based on March 

MR Re Ra RR $2,363.50 


* Non-taxable because selling price is less than cost. 


1,636.50 
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Seliaw ‘wriew i). 88 Ob. Aaa $4,000.00 
Obs 47S. Be $10,000.00 
Less depreciation on cost 

to date of sale....... 5,200.00 
*Non-deductible Loss............ 


+,600.00 
600.00 


*Loss is not deductible because it occurred in the period 
previous to March 1, 1913. 


The rule is, as illustrated above, that where 
depreciable property acquired before March 
1, 1923, is sold at less than cost, but more than 
at its fair market value as of March 1, 1923, 
depreciation considered, no gain or loss is rec- 


ognized. 
Case V 


Property which on March 1, 1910, was pur- 
chased for $10,000 and which had a fair mar- 
ket price of $5,000 at March 1, 1913, was sold 
March 1, 1923, for $20,000. 
ON MR 6s 5 coe oak eees $20,000.00 
NE 0 ah nw ea kcs $10,000.00 
Less depreciation on 

cost value to date of 


2 OR ce __ 5,200.00 4,800.00 
Dee MI isin SAAS $15,200.00 


If the selling price is greater than cost, ad- 
justed for depreciation, and the latter value 
is greater than the depreciated value on March 
1, 1913, taxable gain results to the extent that 
the selling price exceeds cost, depreciation ad- 
justments considered. 








s 
i3 


Case VI 
Property acquired March |, 1910, for $10- 


000 had a fair market value of $15,000 at — 


March 1,-1913, and was sold March 1, 1923, 
for $3,000.00. 

a oe $3,000.00 
OE fais i s:de tse x ve $10,000.00 
Less depreciation on cost 


to date of sale....... 5,200.00 4,800.00 
I ne on 5 «ca wikiee bit $1,800.00 


In such a case as in the above example, 
where the fair market value as of March 1, 
1913, is greater than cost and the selling price 
is less than cost, the deductible loss is the 
amount by which cost, less depreciation, ex- 
ceeds the selling price. 





Property Exchanges in General 


The regulations applying. to property ex- 
changes, as originally incorporated in the Act 
of 1921, provided such convenient avenues of 
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tax avoidance that the 67th Congress deemed 
it expedient to make some modifications. 


As amended the rule is that where property 
held for investment (excepting stock, bonds, 
notes, choses in action, certificates of trust or 
beneficial interest, or other securities or evi- 
dences of indebtedness or interest), is ex- 
changed for property of a like kind, even if 
the property received in exchange has a readily 
realizable value there is no gain or loss. But 
if in the exchange there is received, in addition 
to property of a like kind or use, money or 
other property, the exchange is taxable if a 
gain results “but in no case shall the taxable 
gain exceed the amount of the money and the 
fair value of such other property received in 
exchange.” The same principle applies in the 
case of exchanges resulting from corporation 
reorganizations. 


ILLUSTRATIONS: “A” has a farm cost- 
ing $100,000 which he trades even for a farm 
with a fair market value of $150,000. This 
is simply trading one piece of property for 
another of a “like” kind and there is no taxable 
profit. If “A” should subsequently sell the 
latter farm for cash or other property, he 
would be taxable for a gain of $50,000. ‘‘A” 
in another exchange trades a farm costing 
$40,000 for a farm worth $50,000 and in addi- 
tion receives $10,000 in cash. On this trade 
“A” is taxable for only the part-of the gain 
realized in cash or un $10,000. If in the last 
transaction “A” instead of receiving $10,000 
in cash had received in addition to the $50.000 
farm $8,000 in cash and 50 head of steers hav- 
ing a market value of $2,000, “A’s” imme- 
diately taxable gain would be $10,000, the 
combined value of the steers and the side 
money in cash. 


There is no gain or loss recognized when a 
person transfers any property, real, personal 
or mixed, to a corporation if immediately 
after the transfer he is in control of such cor- 
poration, or in case two or more individuals 
transfer any such property to a corporation 
and immediately thereafter are in control of 
such corporation, and the amounts of stock, 
securities, or both, received by such persons 
are in substantially the same proportion as 
their interests in the property before the trans- 
fer. A person, or two or more persons, are 
deemed to be “in control” of a corporation 
when owning at least 80 per cent of the voting 
stock and at least 80 per cent of the total num- 
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ber of shares of all other classes of stock of 
the corporation. 


Where property is compulsorily or involun- 
tarily converted into cash or its equivalent, as 
by fire, shipwreck, condemnation or similar 
proceedings, and the taxpayer proceeds in 
good faith to expend the proceeds of such con- 
version in the acquisition of other property of 
a character similar or related in service or use 
to the property so converted, or in the acquisi- 
tion of 80 per-cent or more of the stock or 
shares of a corporation owning such other 
property, or in the establishment of a replace- 
ment fund, the property so acquired or funds 
so invested shall be treated as taking the place 
of a like proportion of the property converted 
and to that extent no gain or loss is recognized. 


Sales of Securities 


The rules for determining taxable gain or 
deductible loss upon sale of stocks or bonds are 
the same as for real property excepting that 
no consideration of depreciation is involved. 
The quoted prices of securities on March 1, 
1913, may be taken as the fair market value of 
that date. An interesting decision relative to 
valuation of stock was recently made by the 
department. (Comm. Rec. 2771.) It holds 
that book values of stock are no more than 
evidential. Fair market value in so far as it 
can be established by sales in sufficient quan- 
tity in a free and open market takes precedence 
over the value of stock as determined from the 
net worth of a company at March 1, 1913. 
This is a reasonable decision, because the 
prices of securities are governed primarily by 
their earning power, not by net assets. 


Where stocks and bonds are sold, each block 
of stock or bonds must be treated as a sep- 
arate piece of property and cost or March 1, 
1913, value must be ascertained on each lot in 
order to determine gain or loss. Averaged 
costs cannot be used. Where it is impossible 
to identify stock certificates or bonds with par- 
ticular purchases, sales are presumed to have 
been made from the earliest purchase or pur- 
chases. (Town v. McElligott, 274 Fed. 960.) 


For determining gain or loss where stocks 
received as a dividend are sold, the cost or 
value on March 1, 1913, of the original shares 
is apportioned between the original shares and 
the shares received as a dividend. In the sale 
of rights to subscribe for stock, the entire 
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amount received is not income. The cost of 
the rights is determined as in the case of stock 
dividends. The taxable gain thus computed 
is subject to the limitation that it shall not 
for tax purposes exceed the amount for which 
the rights are sold. The excess will apply to 
reduction of costs of stocks held. 


To discourage “wash” sales—the selling of a 
security to take a loss which is closely fol- 
lowed by purchase of the same kind of a secu- 
rity—the Act of 1921 provides that excepting 
in the case of an individual or corporation 
regularly engaged in the business of buying or 
selling securities, deductions may not be made 
on account of losses from security sales where 
“substantially identical” property is purchased 
30 days before or after such sale. This rule 
became effective November 23, 1921. If only 
a portion of the security is repurchased, only 
a similar portion of the loss will be disallowed. 


‘ 


Exchanges of Securities 


As a result of an amendment of Section 202 
(c) made by the 67th Congress, effective Janu- 
ary 1, 1923, the exemption from taxation ex- 
tended by the original Act of 1921 to the gain 
upon an exchange of securities held for invest- 
ment for other securities of a like kind is re- 
moved. The effect of the amendment is that 
an exchange of stock for stock, bonds for 
bonds, notes for notes, etc., made after De- 
cember 31, 1922, results in a taxable profit 
equal to the difference between the cost or 
March 1, 1913, value of the securities ex- 
changed and the readily realizable market 
value of the securities received. Losses sus- 
tained are, accordingly, deductible. No loss 
or gain is recognized unless the securities re- 
ceived in exchange have a readily realizable 
market value. 


In the case of a reorganization of one or 
more corporations where there is merely an 
exchange of stock in the new corporation for 
stock of the old, no gain or loss is recognized. 
However, if as a result of a reorganization a 
stockholder receives other property with a 
readily realizable market value in addition to 
stock in the new corporation, he is taxable for 
gain to the extent of the value of other prop- 
erty received. In any exchange where gain 
is realized and only a part of the gain is im- 
mediately taxable, the remainder of the profit 
is taxable when final liquidation of the remain- 
ing property held for investment is made. 
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The regulations provide that “when secu- 
rities for a single class are exchanged for new 
securities of different classes so that no gain 
or loss is recognized, for the purpose of deter- 
mining gain or loss on subsequent sale of any 
of the new securities the proportion of the 
original cost, or other basis, to be allocated to 
each class of new securities is that proportion 
which the market value of the particular class 
bears to the market value of all securities re- 
ceived on the date of the exchange. For ex- 
ample, if 100 shares of common stock, par 
value $100 are exchanged for 50 shares of pre- 
ferred and fifty shares of common, each of 
$100 par value, and the cost of the old stock 
was $250 per share, or $25,000, but the market 
value of the preferred on the date of the ex- 
change was $110 per share, or $5,500 for the 
50 shares, and the market value of the common 
was $440 per share or $22,000 for the 50 shares 
of common, one-fifth of the original cost, or 
$5,000 would be regarded as the cost of the 
preferred, four-fifths or $20,000 as the cost of 
the common. The same method of computa- 
tion should be used in the case of stock ac- 
quired prior to March 1, 1913, in order to as- 
certain the proportion of such value to be 
allocated to each class of new securities on that 
date.” 


Gifts, Bequests and Inheritances 


The taxable gain or deductible loss on the 
sale of gifts received after December 31, 1920, 
is computed on a basis different from that of 
bequests, devises or inheritances. Where gifts 
received after the above date are sold, the gain 
or loss for income tax purposes is the differ- 
ence between the sel!ing price and the cost to 
the donor, or if acquired by the donor previous 
to March 1, 1913, is the difference between the 
selling price and the value at the latter date. 
The taxable gain or deductible loss on gifts 
received prior to December 31, 1920, is com- 
puted in the same way as that on bequests, 
devises or inheritances—viz.: The base price 
in computing gain or loss upon sale is the fair 
market value at the time the property was re- 
ceived, or if acquired before March 1, 1913, 
the value at that date. In the case of property 
acquired by bequest, devise or inheritance the 
value as appraised for the purpose of the Fed- 
eral estate tax, or in case of estates not subject 
to that tax its value as appraised in the State 
Court for the purpose of State inheritance 
taxes, shall be deemed to be the fair market 
value when acquired. 
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Capital Gains and Losses 


All gains or losses thus far have been con- 
sidered without reference to whether they con- 
stituted capital gains or loss or ordinary gains 
and losses. The courts have held that income 
from all property sales and exchanges is tax- 
able as provided by regulations, yet, recogni- 
tion of a distinction between annual income 
and that from conversion of capital assets was 
made upon enactment of the 1921 Act in the 
provision that where realization has taken 
place after December 31, 1921, gains made 
from the sale or exchanges of property of any 
kind whatsoever acquired and held by the 
taxpayer for profit or investment for more 
than two years is, if the taxpayer so elects, 
taxable, at a fixed rate of 1214 per cent. Prop- 
erty held for personal use or consumption is 
not recognized as coming within the above 
provision. A dwelling house occupied by the 
taxpayer is definitely excluded. 


From the point of view of the Treasury the 
option of allowing a special rate for capital 
gains is unfortunate as taxpayers are able to 
avoid the tax by refusing to realize taxable 
gains, while on the other hand there is no limit 
to the cz pital losses which may be taken against 
ordinary income. For example, it is advan- 


tageous for taxpayers to conclude sales of cap- 


ital assets resulting in losses in a year when 
no capital gains are realized so that the losses 
may be applied against ordinary net income, 
which may result in a tax saving of as much as 
58 per cent. 


The British attitude toward capital gains 
might on the whole be preferable to all con- 
cerned. The English interpretation is in ac- 
cord with the ordinary idea of income. They, 
according to their tax law, say that the profit 
from sale of capital investments is not income. 
On the other hand, they tax all annual income 
from capital. A person who owns a dwelling 
and occupies it.includes in his income the 
rental value of the property which he uses. 
Profit from sale of capital to them represents 
an increase in capital to the owner, not income, 
and with few exceptions is not taxable. The 
English idea seems to be that of taxing “that 
income which a man may spend (or save if he 
can) without impairing his future, even if his 
future be growing brighter every year, and his 
property or capital increasing.” 
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Inequalities in the Taxation of 
Income of Decedents and Estates 


By Georce Parker, A.C. A., C. P. A.* 


N EXECUTOR or administrator, im- 
mediately after his appointment and 
qualifying, and without waiting for the 

close of the taxable year, is required to file an 
income tax return for the decedent, from the 
date of the previous return to death date. 
However, returns are generally accepted by 
the Treasury Department if filed after the 
close of the taxable year. : 

If the deceased kept books of account upon 
an accrual basis, which is very exceptional, 
all income accrued up to death date will be 
included in the return to that date, and the in- 
come tax return will then conform with the 
Federal inheritance tax return. If, however, 
the deceased kept books of account on a re- 
ceipts and disbursements basis, or kept no 
books at all, only income actually received up 
to death date will be included in the return 
to that date, and the income tax return will 
not conform with the Federal inheritance tax 
return which necessarily includes all accrued 
income up to death date. 


The period required to be covered by this 
return is usually from the beginning of the 
calendar year in which the death occurred, 
but it may cover a fiscal year beginning on a 
date other than January Ist, if the deceased 
had filed his previous returns upon a fiscal 
year basis. 

At the close of the deceased’s taxable year, 
calendar or fiscal as the case may be, an ex- 
ecutor or administrator is required to file an 
income tax return on behalf of the estate for 
the period from death date to the close of 
the taxable year, and, if this return, together 
with the return up to death date, is made on 
a receipts and disbursements basis, we are im- 
mediately confronted with the anomaly of ac- 
crued income to death date being included for 
Federal inheritance tax but being excluded 


* Member of the firm of Parker, Ahlberg & Co., Accountants 
and Auditors, and Income Tax Counsellors, Des Moines, Iowa. 





for Federal income tax when the latter tax is 
an allowable deduction in computing the 
former. 

Furthermore, when the executor or admin- 
istrator proceeds to prepare these returns, and 
compute the amount of tax payable thereon, 
he immediately encounters the provisions of 
Section 226 (c) of the Revenue Act of 1921, 
which reads as follows: 

“Section 226 (c) In the case of a return for a period 
of less than one year, the net income shall be placed on 
an annual basis by multiplying the amount thereof by 
twelve and dividing by the number of months included 
in such period; and the tax shall be such part of a tax 


computed on such annual basis as the number of months 
in such period is of twelve months.” 


Interpretative Ruling 


The following ruling by the Treasury De- 
partment further elucidates the application of 
this section: 

“Under the provisions of Section 226 (c) of the Rev- 
enue Act of 1921, where a taxpayer dies on August 4, 
1921, the decedent’s income from January 1 to August 
3, inclusive, should be multiplied by 12 and divided by 
7.097 in order to place it upon an annual basis. The 
tax will be such part of a tax computed on such annual 
basis as 7.097 months is of 12 months. It follows that 
the income of the decedent’s estate from August 4 to 
December 31, inclusive, should be multiplied by 12 and 
divided by 4.903 in order to place it upon an annual 
basis.” (C. B. I-1, page 243; Digest I. T. 1250.) 

The effect of this method of computation 
is to subject the income for part of a year to 
the higher rates of surtax which apply to the 
increased income—as placed on an annual 
basis, and the larger the income for the period 
less than a year and the smaller the period it- 
self, the greater the relative difference in tax 
because of the increasing rates of surtax. 

The operation of this section is manifestly 
illogical and inequitable, and the absurdity 
thereof is emphasized in the case of returns 
made on a receipts and disbursements basis, 
by the fact that it assumes that the deceased 
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would have earned income at a similar rate 
for the whole taxable year—because he hap- 
pened to collect an amount of income prior 
to his death, that the estate’s normal income 
is measurable by an abnormal amount of in- 
come collected in the portion of the year sub- 
sequent to the death date. 


In most states the estate of a deceased per- 
son is presumed to be closed within twelve 
months of the appointment and qualification 
of the executors or administrators and a fur- 
ther income tax return is required from the 
date of the close of the deceased’s taxable year 
to date of the closing of the estate. Thus ex- 
ecutors and administrators are subject to the 
inequities of Section 226 (c) on three occa- 
sions, viz.: (1) on filing return to death date, 
(2) on filing return from death date to close 
of deceased’s taxable year, and (3) on filing 
return from close of deceased’s taxable year 
to date of closing estate. 


While there does not appear to be. any spe- 
cific provision of law, or of the regulations, 
entitling executors or administrators to es- 
tablish a fiscal year as from death date, there 
also does not appear to be any definite stipu- 
lation to prevent this, and in many cases a 
decided relief in the amount of income tax 
payable would result therefrom. 


The specific, or personal exemptions of in- 
dividuals are defined in Section 216 (c) of 
the Revenue Act of 1921; but, when owing to 
the application of Section 226 (c) the net in- 
come is raised above $5,000, the Treasury 
Department contends that the exemption of 
$2,500, is not’ warranted and allows only the 
$2,000—although the actual income received 
or accrued is less than $5,000. 


The consensus of opinion appears to be that 
Section 226 (c) will ultimately be repealed— 
or in due course be declared unconstitutional 
by the courts, but this is poor comfort to tax- 
payers who have already paid large amounts 
thereunder. Protests should be forwarded to 
the Secretary of the Treasury, the Commis- 
sioner of Internal Revenue, and to senators 
and congressmen in order that the matter may 
receive immediate attention when Congress 
convenes in the fall. 


In conclusion, the only logical solution of 


the problem of returns for a period of less 
than twelve months, particularly in the case of 
decedents and the estates thereof-——-would ap- 
pear to be as follows, viz.: 
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1. To require a return on an accrual basis 
only up to death date, all exemptions to be 
reduced in proportion to the period covered 
thereby; 

2. To require an amended return on an 
accrual basis for a full year from the com- 
mencement of the decedent’s return for the 
purpose of recomputing the surtax; 


3. Specifically allow executors and admin- 
istrators the option of filing on a fiscal year 
basis from death date. 


Since the article above was written, the 
Southern District Court of New York in 
Bankers Trust Company and Frederick H. 
Pearce, Executors, vs. Frank K. Bowers, Col- 
lector, held that the section of the Act of 1921 
which requires the net income to be put on an 


annual basis in computing the tax for the frac- 


tional part of a year, applies to returns made 
for decedents and those made for their estates. 
The court, moreover, held Section 226 (c) to 
be constitutional. 


With reference to the plaintiff's contention 
that the provisions of Section 226 (c) were 
unconstitutional, the court said: 

“Under the constitution, the general power is given 
to Congress to lay and collect taxes, but they must be 
uniform. * * * The mere fact that the income of 
the decedent and the income of his estate are made sub- 
ject to the higher rates—surtaxes—does not result in 
oppressive or discriminatory taxation such as the consti- 
tution forbids. Even though a statute may operate op- 
pressively upon some taxpayers, or even all, is no reason 
for the judicial department to declare the same void. 
From time immemorial the imposition of taxes has been 
a burden and never has that burden been evenly distrib- 
uted or equalized, although that is the aim of political 
science. [axing statutes may, and. almost always do, 
operate more oppressively upon some persons than upon 
others.” 

The plaintiffs urged that to tax decedents 
and their estates by multiplying net income by 
twelve and dividing by the number of months 
included in the period covered by the return, 
has the effect of imposing a tax based upon a 
suppositional income and not real income. It 
was said that this is what happens if Section 
226 is applied to an individual whose net in- 
come during January is $1,000 and who dies 
January 3lst; that he is being taxed upon a net 
income of $12,000, $11,000 of which by no 
stretch of the imagination would be consid- 
cred income. 

The court’s answer to this argument was that 
“he is not being taxed upon $12,000 for one 

(Continued on page 23) 
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Injunction Denied- to Restrain 
Tax Collection, Though Illegal 


6 bem disposition of courts to decline to in- 
terfere with the collection of taxes assessed 
by the Income Tax Unit regardless of the ex- 
piration of the statute of limitations is again 
reflected by the recent decision of the United 
States District Court of the Northern District 
of Texas in the case of M. J. Bashara v. George 
C. Hopkins. 


The plaintiff alleged that he paid a tax of 
$6,904.81, for 1917, in the belief that this was 
all he owed. On March 17, 1923, he received 
notice from the Commissioner of Internal 
Revenue that an additional amount of $2,- 
522.64 was due for the year. 


To prevent distraint upon his property, 
pending a hearing upon the bill, a temporary 
restraining order was obtained. It was the 
contention of the plaintiff that the time in 
which the collector could collect taxes due for 
the year 1917 was limited to 5 years from the 
time the return or report of the taxpayer was 
filed, and by virtue of that provision of the law 
the defendant collector had no right to dis- 
train upon, seize or sell any of the plaintiff’s 
property in the attempt to collect the addi- 
tional tax held to be due. It was further ar- 
gued that if the plaintiff should pay the tax 
demanded and avail himself of the statutory 
provisions for refund, he would be denied 
recovery even though able to show that the 
proceeding for collection was begun after the 
expiration of five years, because the defense 
of limitation when presented as a basis for re- 
covery would be denied. In consideration of 
the latter argument, the Court said: “A col- 
lection of a tax made beyond the period al- 
lowed by law would be ‘illegal,’ and such a 
collection would stand exactly upon the same 
basis as a collection made under an unconsti- 
tutional statute.” 


Though the Court was disposed to agree 
with the allegation of the plaintiff with respect 
to the illegality of collection of the tax as as- 
sessed, yet it held that Sections 3220, 3226 and 
3227, U.S. Revised Statutes, which specify the 
proceedings for recovery of taxes “erroneously 
or illegally” assessed and collected were ap- 
plicable and that the plaintiff would have an 
action to recover the tax after involuntary 
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payment. There was, therefore, no basis for 
making an exception to Revised Statute 3224, 
prohibiting injunctive relief. ‘Restraining 
of the Government’s collector is not,” said the 
Court, “the method provided by which a tax- 
payer may save himself from the harm of an 
‘illegal’ payment.” 


Effect of Statute of Limitations 
on Tax Collections at Issue 


* teabi the purpose of adjudicating certain 
questions relating to the effect of the five- 
year limitation upon the power of the Gov- 
ernment to collect income taxes, a test case has 
been instituted in the District Court of the 
United, States at Chicago. The bill, filed in 
behalf of the Scotch Woolen Mills, asks for 
an injunction against Mabel G. Reinecke, re- 
cently appointed collector'of internal revenue 
at Chicago. 


An additional excess profits tax for 1917 was 
assessed against the Scotch Woolen mills, then 
a partnership. The assessment was made prior 
to the expiration of the statutory period of 
five years from the date the return was filed, 
but payment was not demanded until after the 
expiration of that period. There is a divi- 
sion of professional opinion as to whether the 
statutory limitation prevents the collection 
otherwise than by court action of a tax prop- 
erly assessed within the statutory period. It 
is also undecided whether taxpayers may re- 
strain the collection of a tax which is not as- 
sessed within the statutory period, notwith- 
standing the grave danger that if an injunction 
is denied and the taxpayer is compelled to 
make payment under protest the fact that col- 
lection was barred by the statutory limitation 
would not support an action to recover the 
amount paid. 


While these issues were more or less in- 
volved in the DuPont case recently decided by 
the Supreme Court, the decision in that case 
is generally regarded as seriously disappoint- 
ing because it fails to answer definitely or sat- 
isfactorily the questions raised, indicating per- 
haps that the Court did not intend to determine 
some of the propositions which it seems to 
adopt. The Government has relied upon the 
DuPont case in demanding payment of all 
1917 taxes assessed but not collected within 
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the five-year period and since that decision 
many taxpayers have been required to pay over 
large sums under these circumstances. If it 
is true that a tax paid under protest cannot be 
recovered solely because it was collected in 
violation of the statutory limitation, then these 
taxpayers have irrevocably lost these amounts, 
unless Congress sees fit to make refunds by 
special legislation. 


The question involves many millions of dol- 
lars in back taxes. The suit of the Scotch 
Woolen Mills, which technically names Sig- 
man V. Reinecke, and which was instituted 
by KixMiller & Baar, attorneys, seeks to de- 
termine whether collection is justified in such 
a case, and, if not, whether a taxpayer may 
obtain the benefit of the statutory limitation 
in any way except by applying for an injunc- 
tion. 


American Mining Conégress Tax 
Conference is Outlined 


CONFERENCE on mine taxation will 
be held in Milwaukee, Wisconsin, Sep- 
tember 24-29, 1923, in conjunction with the 
26th Annual Convention of the American 
Mining Congress. It will be featured by dis- 
cussions of important Federal tax questions. 
The General Tax Committee of the Amer- 
ican Mining Congress has approved the policy 
of making the conference on mine taxation a 
forum for the discussion of specific questions 
arising under existing law rather than for the 
purpose of dealing with taxation theories and 
general principles, believing that the proceed- 
ings of the conference will be of greatest bene- 
fit if solutions are found for current problems 
which are constantly arising in connection 
with the adjustment of returns of mining en- 
terprises. 

The subjects to be discussed in the prepared 
addresses and the speakers will be as follows: 

“Ts a Uniform Rate per Unit of, Extraction 
a ‘Reasonable Allowance for Depletion’ ?”— 
By Paul Armitage, New York, chairman of 
the American Mining Congress General Tax 
Committee. 

“Retrospective Appraisals” —By W. I. Kir- 
caldie, Milwaukee, manager of the American 
Appraisal Company. 

“Taxation of Dividends and Other Cor- 
porate Distributions’—By Arnold R. Baar, 
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of KixMiller & Baar, Chicago, general coun- 
sel for Commerce Clearing House. 

“Reorganizations’—By Walter A. Staub, 
New York, of Lybrand, Ross Bros. & Mont- 
gomery. 

“Tnventories’—By H. B. Fernald, New 
York, member of American Mining Congress 
General Tax Committee, and a director of 
the American Association of Certified Ac- 
countants. 

“Profits in a Mining Venture’—By Wade 
Kurtz, Joplin, Missouri. Mr. Kurtz has de- 
voted many years to the study and improve- 
ment of accounting methods of mining enter- 
prises in the zinc and lead districts of Kansas, 
Missouri, and Oklahoma. 


“Discovery Value’—By George E. H. 
Goodner, Washington. Mr. Goodner has 
been engaged to represent Prentice-Hall. 

There will be informal discussions of other 
tax questions in which all attending are in- 
vited to participate. 

The American Mining Congress Tax Con- 
ference has grown from year to year until it 
ranks in importance next, perhaps, to that of 
the National Tax Association. 


Investment Advantages In the 
Light of the Income Tax Law 


(Continued from page 9) 


charged to capital; (b) taking excessive de- 
preciation, and consequently being called 
upon to pay additional taxes in future years; 
(c) transferring property, not bona fide, for 
the purpose of sale; (d) deducting losses not 
allowable, such as result from sale of residence 
property, and investments which have not been 
finally determined to be worthless, such as 
Russian bonds; (e) deducting bad debts which 
have not been found to be uncollectible within 
the requirements of the regulations; (f) de- 
ducting taxes which are not allowable, such 
as are levied on the purchase price on an auto- 
mobile. 


It will be seen that there is a distinction be- 
tween tax evasion and tax avoidance. Maxi- 
mum taxes may be avoided, as long as there 
are different forms of investment and organi- 
zation. However, the taxpayer must be cer- 
tain that while reducing his taxes, he is not 
incurring risks not consistent with good busi- 
ness practice. 
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Federal Taxation Considered at American 
Bar Association Meeting 


6 Keene nny problems were given a prom- 
inent place in the program of the Amer- 
ican Bar Association Meeting which was held 
at Minneapolis, August 29, 30 and 31. 


That the amendment to Section 252 of the 
Act of 1921, passed by Congress on March 4, 
1923, giving taxpayers under certain condi- 
tions time additional to that previously al- 
lowed for filing claims for refund or credit; 
was enacted largely through the influence of 
the American Bar Association is reflected in 
the report of the Committee on Federal Taxa- 
tion made at the meeting. 


The report as published in the “Tentative 
Program” of the American Bar Association 
meeting follows: 


To the American Bar Association: 


The Committee on Federal Taxation, since its ap- 
pointment by the President after the 1922 meeting of the 
Association, has concerned itself principally with two 
subjects: first, the confusion arising under the provisions 
of the 1921 Revenue Act relative to time limitations on 
the filing of, and suing upon, refund and credit claims, 
and second, the order of the Secretary of the Treasury 
of March 21, 1923, relative to a disclosure by attorneys 
practicing before the Treasury Department of contingent 
fee arrangements with clients. 


Shortly after their appointment, those members of the 
committee having offices in Washington, took under con- 
sideration the situation resulting from the decision of 
the United States District Court of Delaware on June 
13,1922, in the case of DuPont vs. Graham, collector, 
granting a temporary injunction to restrain the collector 
from distraining upon the assets of the plaintiff to collect 
an additional assessment levied under the Revenue Act 
of 1916, upon the plaintiff’s income. The Court, by its 
failure to mention in its opinion the effect of the provi- 
sions of Section 3228 of the Revised Statutes, as amended 
by Section 1316 of the Revenue Act of 1921, permitting 
the filing of a refund or credit claim within four years 
after the tax was paid, held, by implication, that the tax- 
payer was not entitled to file a claim under that section 
should the distraint proceeding brought by the collector 
be consummated. 


Two members of the committee informally discussed 
the situation with the Solicitor of Internal Revenue and 
certain members of his staff, pointing out that members 
of the Bar generally were relying upon the said Section 
3228, as amended, in advising their clients to file waivers 
of their rights to have their taxes due for the year 1917 
determined and assessed within five years after their 
returns were filed. Largely as a result of this discussion, 
Treasury Decision 3416 was issued December 16, 1922, 
stating that claims for refund might be filed within four 
years next after payment of tax, notwithstanding the fact 
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that a refund claim had not been filed, under the pro- 
visions of Section 252 of the Revenue Act of 1921, within 
five years after the tax return was due. 


This official interpretation of the law by the Treasury 
Department seemed to right the situation to a certain 
extent so far as most of the members of the Bar were 
concerned. However, when on January 3, 1923, the 
decree of the District Court, granting a preliminary in- 
junction in the case of DuPont vs. Graham, collector, 
was affirmed by the Circuit Court of Appeals for the 
Third Circuit without an opinion, it became possible, 
and indeed probable, that the Treasury Decision 3416 
of December 16, 1922, would be deemed a misinterpre- 
tation of the law by the Treasury Department. The 
result of this situation would be that members of the 
Bar, who were trying to assist the Bureau of Internal 
Revenue effectively to work out of the tremendous con- 
gestion resulting from the effort to dispose of the returns 
and claims arising under the 1917, Act and who, in their 
effort to assist the department had advised their clients 
to file waivers of their rights, were going to be caught 
in the very unfortunate position where after April 1, 
1923, their clients might be held to have surrendered 
very valuable rights without any compensating advantages. 
Satisfactory adjustment could come only through a possible 
decision by the Supreme Court or by remedial legislation. 
Inasmuch as the remedy to be expected from the Supreme 
Court rested entirely upon that court’s pleasure in issuing 
a writ of certiorari and even if such writ were issued, 
it was very possible that the Supreme Court might act 
upon the writ without disposing of the very vital question 
of the bearing of Section 3228 of Revised Statutes, the 
resort to legislation became imperative. 


Support New Legislation 


Accordingly, a meeting of the Committee on Federal 
Taxes was called for January 22, 1923, in Washington. 
At that meeting ‘it was resolved that the attention of the 
Secretary of the Treasury should be directed to the intol- 
erable situation existing. This resolution was presented 
to the Secretary’s office and a course of action determined 
upon with the Secretary’s staff. As a result, the very 
active support of the committee was given to H. R. 13775, 
amending that part of Section 252 of the Revenue Act, 
relating to the filing of claims for refund and credits. 
Mr. John W. Davis, President of the Bar Association, 
lent his endorsement and that of the entire Association 


to this bill. 


In spite of the congestion which existed in Congress 
at the close of the session, the bill in its substantial 
elements was passed and became the Act of March 4, 
1923, upon the signature of the President. As reported 
in the March issue of the American Bar Association 
Journal, this act had the salutory effect of giving distinct 
advantages to those taxpayers who had filed a waiver 
of their rights to have the taxes due for the year 1917 
determined and assessed within five years after the return 
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was filed, by giving to such taxpayers an additiona! year 
from the time the return for the taxable year 1917 was 
due, to file claims for refund or credit. It was provided 
that taxpayers who had not filed such waivers were 
entitled to file refund claims within two years after the 
tax was paid. This Act also amended Section 3226 of the 
Revised Statutes which limited the time to bring action 
in court to recover, taxes illegally paid to five years from 
the time of the payment. The amendment added the 
words, “Unless such suit or proceeding is begun within 
two years after the disallowance of the part of such 
claim to which such suit or proceeding relates.” 


The committee feels that the passage of this act, in 
addition to being in the interests of justice for all tax- 
payers, was particularly valuable to the members of this 
Association and the Bar generally. 


The second basis of activity for the committee arose 
in connection with the issuance under date of March 21, 
1923, of the Treasury Order directing in substance that 
wherever attorneys practicing before the Department, rep- 
resent their clients upon a contingent fee basis, they 
shall disclose the basis of this fee to the Treasury Depart- 
ment officials. Considerable discussion was had with 
various members of the Association as to the jurisdiction 
of your committee over this subject. Finally, this ques- 
tion of jurisdiction being submitted to the President of the 
Association, upon his suggestion the matter: was given 
to the attention of the “Special Committee on the Rela- 
tionship of Attorneys to Government Departments.” Ac- 
cordingly, on April 28 a representative of the Committee 
on Federal Taxes met with the Special Committee on the 
Relationship of Attorneys to Government Departments 
and reported to that committee the activity of the Com- 
mittee on Federal Taxes. As a result, it was determined 
that the jurisdiction over the questions arising by reason 
of the Treasury Order of March 21, 1923, was more 
properly that of the special committee and the matter was 
left exclusively with the special committee. 


In view of the expected discussion at the next meeting 
of Congress of a revision of certain portions of the Rev- 
enue Act of 1921, your committee has appointed a sub- 
committee consisting of Mr. Charles Henry Butler and 
Mr. George Maurice Morris to study the desirability of 
differentiating between earned and unearned incomes as 
a basis for taxation, and to investigate the feasibility of 
incorporating that principle in the Federal tax laws. The 
subcommittee has been directed to report back to the 
whole committee the result of its investigation. 


Currently, the members of the committee resident in 
Washington discuss informally with the officers of the 
Treasury Department and particularly those of the Bu- 
reau of Internal Revenue, suggestions and grievances re- 
ported to the committee by members of the American Bar 
Association practicing before the Treasury Department. 
Benefit is felt to have resulted from this course and the 
practice will be continued. The committee is always very 
glad to have suggestions or complaints from any members 
of the Association. 

Respectfully submitted, 
Cuarves Henry But er, Chairman 
Grorce Maurice Morris, Secretary 
Louis LECHER, | 
Murray M. SHOEMAKER, 
Morris L. JOHNSTON, 
Committee. 
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Annual Meeting of National 
Tax Association 


HE Sixteenth Annual Conference on Tax- 
ation under the auspices of the National 
Tax Association will be held September 24-28 
at White Sulphur Springs, West Virginia. 
The revised preliminary announcement 
presages a meeting of unusual interest. A wide 
range of tax problems is to be considered as 
the following topic heads in the program at- 
test: Public Utility Taxation, Standardiza- 
tion of Reports of Tax Commissions, Simpli- 
fication of State Administration, Assessment 
of Real Estate, Bank Taxation, State Excise 
Taxes and the Commerce Clause, State In- 
come and Property Taxes, Control of Expen- 
ditures and T’ax Limitations, Federal Taxa- 
tion, ‘““T'ax Free’”» Amendment of the Federal 
Constitution, and Review of Legislation. Re- 
ports will be made and discussions conducted 
by experts in the various tax fields. 


Dr. T. S. Adams, president of the associa- 
tion, will deliver an address, the subject of 
which he has tentatively fixed as “Revolution 
vs. Evolution in Federal Tax Reform.” Other 
notables who have given assurance of their 
presence to participate in the considerations 
of Federal tax questions are: W. R. Green, 
chairman, Committee on Ways and Means 
of the House of Representatives; Congress- 
man Ogden L. Mills, a member of that com- 
mittee; Judge McKenzie Moss, assistant sec- 
retary of the treasury, and Kingman Brewster, 
of the Committee on Appeals and Review of 
the Income Tax Bureau. 


The adoption by one branch of Congress 
of an amendment designed to eventually dis- 
courage the issuance of tax-free securities gives 
reason to the belief that an amendment of the 
kind will be considered by the next Congress. 
At any rate, this subject is to have a place in 
the tax conference. Congressman Ogden L. 
Mills will lead the discussion. 


New York State has collected $35,000,000 
in state income taxes as compared with $28,- 
000,000 last year. Half of this sum is dis- 
tributed among the counties of the State for 
their use. ORE YS oR ek 

A member of the English Parliament recently declared 
that Americans: can be divided into two classes: “those 
who still have a little, and those who have a little still.” 
—The Spearhead. 
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Conditions Precedent to Suit in 
Federal Tax Cases ; 
f (Continued from page 7) 


sum, unless such suit or proceeding is begun within two 
years after the disallowance of the part of such claim 
to which such suit or proceeding relates. The Commis- 
sioner shall, within 90 days after such disallowance notify 
the taxpayer thereof by mail.” ** 

The delay of six months apparently is for 
the purpose of avoiding litigation, if possible, 
by giving the Commissioner an opportunity 
to render his decision on the claim, which may 
be favorable to the taxpayer. It is doubtful 
whether this short period is sufficient time for 
the Commissioner to render his decision on an 
appreciable number of these claims. While 
it is necessary that suit be delayed six months 
from the date of the filing-of such claim for 
refund or credit, or until the Commissioner 
renders his decision, if within said six months’ 
period, it must be begun within five years 
from the date of the payment of the tax, or 
within two years after the Commissioner dis- 
allows that part of the claim to which the suit 
relates. 


According to the present law, there is no 
necessity of bringing suit prior to the time that 
the Commissioner renders his decision on the 
claim for refund or credit. Prior to the 
amendment of March 4, 1923, it was some- 
times necessary to bring suit before the Com- 
missioner had rendered his decision, in order 
to comply with the condition that suit be 
filed within five years after the payment of the 
tax. The amendment should have the salu- 
tary effect of restraining taxpayers from filing 
suit prior to the time that his decision has been 
rendered, unless it is certain from decisions 
in other claims that it would be useless to wait 
for a favorable decision. 


Form of Action 


Although not strictly within the subject of 
this discussion, I shall touch upon the form of 
action employed to recover Federal taxes al- 
leged to have been illegally assessed and col- 
lected. A common law action of assumpsit 
for money had and received is the proper 
one.*® It is based upon a contract or promise, 
implied by law, on the part of defendant to 
pay plaintiff what in good conscience defend- 
ant is bound to pay.*° The action lies against 
the United States Government. It also lies 
against the collector who collected the tax.*’ 
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It survives against his personal representatives 
in the same manner that other actions based on 
contract survive.** The action does not lie 
against the successor of the collector who col- 
lected, because there is no privity of contract 
between such successor and the taxpayer.*® 
For this reason it is sometimes necessary to 
sue an ex-collector ‘rather than his successor 
who is in office. 


Summary 


In considering the foregoing, it is well to 
keep in mind that the United States cannot be 
sued without their consent. They have con- 
sented to be sued under certain conditions. 
These conditions also apply to suits against 
collectors. If taxpayers hew to the line in 


_ turning these “square corners” the courts will 


consider the questions which they raise; if 
they do not, the courts will tell them that they 
have no day in court, regdrdless of the merits 
of the questions at issue or the amount of taxes 
involved. 


24 Public No. 527, 67th Congress, approved March 4, 
1923, amended Sec. 3226, R. S., by adding the words 
in italics. 

25 Philadelphia v. Diehl, 5 Wall. 720; Benn v. Hoyt, 
13 Pet. 267; Gates v. Osborne, 9 Wall. 567. 

o's (3. 3 3 

27 Gates v. Osborne, 9 Wall. 567; Phila. v. Diehl, 5 
Wall. 720. 

28 Patton v. Brady, 184 U. S. 608. 

29 Smietanka v. Indiana Steel Co., 257 U. S. 1. 


Inequalities in the Taxation 
of Estates 


(Continued from page 18) 


month, which is his taxable period, but upon 
$1,000 for one month; that is to say, he is being 
taxed upon his actual income for the part of 
the year during which he was alive.” 

The opinion granting the motion to dismiss 
the complaint was concluded as follows: 

“The application of Section 226 (c) of the Revenue 
Act of 1921 to the decedent’s.income and the income of 
his estate, does not render the Act unconstitutional, al- 
though in some instances, placing these incomes upon an 
annual basis, as provided by the section, may subject the 
incomes to the higher surtaxes. The rates imposed are 
uniform. Every taxpayer under the same circumstances 
pays the same tax and therefore there is no discrimination. 
From the foregoing it cannot. be questioned that Congress 
has the power to tax the income of a decedent as well as 
the income of his estate, and it may devise any reasonable 
methods for the computation of those taxes. The method 
provided by Section 226 (c) is reasonable.” 








Editorial Review 





In Memoriam 


O FINER tribute has ever been paid to 
any man than the universal sorrow mani- 
fested upon the death of Warren G. Harding. 
Regardless of party feeling his countrymen 
were irresistibly endeared to him by his 
kindly, gentle, and congenial personality. He 
was unusually free from vain glory, but his 
humility was combined with a firmness of 
character which made itself conspicuously 
felt when occasion necessitated. He made no 
claim to genius. His greatness, as has been 
felicitously expressed, “consisted not in any 


great endowment but in employing the en- . 


dowment he had in a great office greatly.” 
Mr. Harding came to office in a most trying 
time. Economic conditions were dislocated, 
unemployment was widespread, and there was 
bitterness of spirit rankling between different 
economic and political groups of the nation. 
He proved to be the type of man needed for 
the hour. He sought to bring about under- 
standing where there had been envy and dis- 
cord. He combined patience and kindness 
with a quiet steadfastness of purpose and 
moral courage that won confidence and co- 
operation. 

First place in his accomplishments as presi- 
dent must be given to the Disarmament Con- 
ference. Next in order is unquestionably the 
inauguration of the Federal Budget. This 
and the institution of the Federal Reserve Sys- 
tem in the previous administration may be 
considered the two greatest achievements in 
constructive legislation for more than a gen- 
eration. 

Mr. Harding’s influence in the field of na- 
tional finance will stand as a shining example 
for the future. His choice of Secretary Mel- 
lon to be the fiscal pilot of the nation through 
the reconstruction period will ever be remem- 
bered by the thoughtful of the nation with 
gratitude. 

The lovable personality of the late president 
tended upon his loss to overshadow his accom- 


plishments and worthy principles espoused in - 


foreign and domestic affairs, which genera- 
tions yet to come may be expected to recognize 
as a beneficent heritage. 


The Tax-Exempt Security Dilemma 


That the disposition of investors with large 
incomes to invest in tax-exempt securities has 
brought about a situation which threatens in- 
dustrial prosperity is the expressed opinion 
of the editor of one of the leading financial 
weeklies. 


In that connection the assertion is made that 
the income surtax has automatically reduced 
the line of values so that, for example, a 6 
per cent return on money invested in rail- 
road common stocks or industrials is no longer 
sufficient to tempt the investor of large means. 
A more accurate statement would be that it 
is the exemption of certain securities from in- 
come taxation which has brought about the 
result mentioned. As the writer notes, it is 
only the small investor, whose total income 
does not bring him in the surtax class, who can 
now afford to invest in those stocks. This is 
interpreted as being in effect a forced dis- 
tribution of the ownership of large corpora- 
tions into the hands of small investors. So far 
as the actual widespread distribution of stock 
ownership is concerned, it is not at all to be 
deplored. But the cause of the distribution, 
in so far as it is not normal, does give occasion 
for national concern. 


The fact that there is wholesale tax avoid- 
ance through investment in tax-free securities 
is no argument against the income tax itself, 
nor is it, as is definitely submitted in the edi- 
torial, a point in favor of reducing the higher 
surtaxes. It may be true for economic reasons 
that the upper tax levels are too high and 
should, as recommended by Secretary Mellon, 
be lowered to a maximum of 25 per cent, but 
the fact that taxes can by certain devices be 
avoided does not, as long as there is a possible 
remedy, prove of itself that surtaxes are too 
high. That taxpayers through exchange of se- 
curities under the original provisions of the 
Act of 1921 could avoid taxes was neither a 
reason for abandoning taxation on the basis of 
income, nor for lowering the tax rates. Con- 
gress drew the proper conclusion and simply 
altered the law so as to stop the treasury leak. 
The same logic is applicable in the matter of 
tax-free securities. It is impossible to imagine 
that any legislator should need more evidence 





Septer 


than 
that 
to p1 
mine 


clus! 
Con 
ture 
to ta 
ting 
rate: 


visa 
coul 
belo 
Phi 


of t 
ject 
tion 


— ' we AY 


li- 


September, 1923 


than that already provided to demonstrate 
that the issue of tax-free securities is injurious 
to productive industry and threatens to under- 
mine the Government’s chief source of income. 


The evils accruing can lead to only one con- 
clusion and that is that an amendment to the 
Constitution should be passed making all fu- 
ture security issues, of whatsoever kind, subject 
to taxation, all on the same basis, and permit- 
ting the States to tax Federal issues at the same 
rates as on other issues. 





A Layman’s Tax Appeal Court 


Those interested in the question of the ad- 
visability of instituting a layman’s tax appeal 
court will find of interest a letter published 
below from Mr. Leighton P. Stradley, of 
Philadelphia. 


Mr. Stradley, in taking exception to some 
of the conclusions of an editorial on the sub- 
ject in our July issue, submits that the objec- 
tions raised would be overcome by the selec- 
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tion of a competent personnel and proposes 
that the court be composed of three members 
—one from the legal profession, one from the 
accounting profession, and the third to be 
either a member of the Bureau of Internal 
Revenue, or a representative business man. 
Inasmuch as demand for a layman’s court is 
principally sponsored*by the United States 
Chamber of Commerce, it is practically cer- 
tain that there would be dissatisfaction with 
any body on which there was not at least one 
business representative. That, if the member- 
ship is to be limited to three, would leave out 
the Bureau of Internal Revenue. However 
such a court might be constituted, if of value 
at all, the interests of the public at large, as 
represented by the Bureau of Internal Rev- 
enue, should be as carefully safeguarded as 
those of the other parties involved. 

The suggestions made by Mr. Stradley are 
worthy of consideration as a basis for the or- 
ganization of a tax appeal court which will 
be of practical benefit to taxpayers and at the 
same time will give the claims of the Govern- 
ment just consideration. 


Communications from Readers 


In Support of a Layman’s Tax Appeal 
Court 
Editor: 


I note in your July issue of this year that 
you have apparently withdrawn your support 
to the proposal to institute a Layman’s Tax 
Appeal Court as sponsored by ‘the United 
States Chamber of Commerce. ( 


It is quite true as you say in your Editorial 
Review that a Court of Appeal will not over- 
come the inconveniences attending inconclu- 
sive, successive audits. The audits are a bur- 
den to taxpayers and your suggestion that some 
point should be fixed at which the audits are 
conclusive is well taken. * 


I presume to take issue with you, however, 
as to the usefulness of a Court of Appeals after 
the audits have been made and the remedy 
within the Department has been exhausted. I 
believe that while your criticism is sound that 
laymen inexperienced in law, accounting prac- 
tices and income tax procedure, might be 





likely to arrive at inaccurate and inconsistent 
rulings, I believe this objection could be over- 
come by establishing an Appeal Court (hav- 
ing so-called inferior jurisdiction) of three 
members: one a lawyer of income tax expe- 
rience; one a certified public accountant with 
like experience; and the third a member of 
the Department versed in income tax pro- 
cedure. It is assumed in the makeup of this 
personnel that an attorney is necessary by rea- 
son of his legal training but is subject to lim- 
itations in the finer points involving account- - 
ancy. On the other hand an accountant has 
limitations as to legal matters but can bring 
his training in accountancy to bear in co-op- 
eration with legal points determined by the 
attorney member. A member of the Depart- 
ment should be a valuable member of the 
Court by reason of his intimate knowledge 
of department procedure and precedents but 
would probably be subject to some limitation 
as to the finer points of accountancy and law. 
This combination of legal and accountancy 
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training with practical experience should 
make a composite unit of the highest grade. 

If this plan should meet with the criticism 
that it eliminates the layman entirely, the per- 
sonnel could be revised to consist of a lawyer, 
a certified public accountant and a repre- 
sentative business man, assuming that upon 
hearings before the court, the Department 
would be represented by someone familiar 
with income tax procedure, and the taxpayer 
would likewise be represented, both sides hav- 
ing a more or less partisan interest in the out- 
come. 

I should like to see your Journal lend its 
support to the proposal to create this appeal 
body, as there is much to be said in favor of 
taking appellate power from employes of the 
Government. This for the well-known reason 
that constant association with tax-collection 
problems of the Government creates a mental 
attitude of bias against taxpayers even though 
decisions are arrived at in the utmost good 
faith. In addition to this and as a much 
stronger ground for urging the court, it is 
well known that Government officials even in 
cases of slight doubt seem to regard it a duty 
to find in favor of the Government. This is 
unfair to the taxpayer but at the same time is 
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also justifiable. on the part of the official to 
prevent criticism of official acts and to effect 
collection of maximum amount of taxes leav- 
ing to the courts reversal of erroneous rulings. 
An appellate body as suggested would not be 
bound by this condition having the same status 
and independence of judgment and decision 
as that now exercised by judges of the courts 
when tax litigation is brought before them. 
LEIGHTON P. STRADLEY, 
Instructor, Corporate Taxes, 
University of Pennsylvania. 

Mayor Hylan, of New York, has approved 
an ordinance extending the tax exemption of 
new dwellings in that city to those begun be- 
fore April 1, 1924. The maximum exemp- 
tion remains at $5,000 for single houses and 
$10,000 for two-family houses, while exemp- 
tion for multifamily, or apartment, houses 
has been limited to $15,000, instead of $5,000 


for each separate apartment, as heretofore. 








Wife—What is this gold reserve the papers are con- 
tinually mentioning? 

Hub—I guess it must be the manner in which gold 
persists in holding aloof from the most of us.—Commerce 
and Finance. 
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Bonus Certain, Senator Smoot 
Re-asserts 


Senator Reed Smoot, who is slated to be the 
next chairman of the Senate Finance Commit- 
tee, following an interview with President 
Coolidge, has reasserted that the new Con- 
gress will pass a soldier bonus bill. 


Should such a bill become a law, the hope 
for any downward revision of tax rates must 
be deferred for a good many years. Rather 
than consider any thought of tax decreases, the 
Treasury Department must face the problem 
of getting additional revenue. 


Mr. Coolidge signed a State bonus bill for 
the ex-service men while he was governor of 
Massachusetts, and this is regarded by the 
Legion officials as indicating his friendly atti- 
tude. Those opposed to a bonus are endeavor- 
ing to find comfort in the president’s an- 
nouncement that he will adhere to the policy 
of his predecessor, and Mr. Harding vetoed 
the bonus bill. 





“Sins of omission?” repeated young Oswald on being 
asked what they were. “Why, they are the sins we have 
forgotten to do.”—London Morning Times. 
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Talk Over Your Lighting 
Problems 


Every Employee, satisfied, is an asset. Whatever you do to keep 
these employees satisfied means more work; better work. 


Though not often suspected, bad lighting is the cause of sickness 
and nervousness. Glare and eye-strain from poor lighting wear 
down your efficiency and leads to careless work. 


Talk over your lighting problems. Say to yourself ---‘‘Is our light- 
ing right?” Insure yourself and everyone who works with you 
against discomfort. 

Learn about X-Ray Indirect Lighting---how it protects the eyes 
and promotes efficiency. 


Our Engineers will be glad to offer suggestions---gratis--- 
for the proper lighting of your offices. Write us today. 


National X-Ray Reflector Company 


31 W. 46th Street Main Offices Pacific Finance Bldg. 
New York Chicago Los Angeles 







Does your office have comfortable, 


X-Ray Indirect Illumination 
efficient lighting like this? 


is used throughout. 


“IYts all tt the X-Ray Reflector” 





